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SOME CANADIAN-AMERICAN INCOME TAX PROBLEMS
HmAR, P. B:DProD *
ANADIAN fear of a "branch plant economy" is well founded. United
States investment in Canada, now exceeding fifteen billion dollars, has
more than trebled since 1945. Over one quarter of all Canadian industry-in-
cluding one half of manufacturing and two thirds of the primary mineral re-
source industry-is owned in the United States. Subsidiaries of United States
corporations employ one out of ten Canadians and pay in taxes sixteen
percent of the revenues of the Canadian government. And the balance of
payments from North American trade-chiefly an exchange of United States
finished goods for Canadian raw materials-Lis strongly in our favor.1
It is not surprising, then, that the Speech from the Throne to the Canadian
Parliament on November 17, 1960, included the following announcements:
You will be invited to consider means by which to encourage a
greater participation by Canadians in the ownership and control of in-
dustry and resources in Canada.
You will be asked to approve legislation requiring the disclosure
of information by business and labour organizations in Canada con-
trolled from outside Canada.
2
Although suck legislation was not enacted, measures were passed which were
intended to discourage the repatriation of earnings from United States invest-
ment in Canada. These measures will be discussed in detail later on. The point
now is that United States interests in Canada are being exposed to a degree of
economic nationalism and mild political irritability which has not been present
for many years.
Still, there is probably no foreign nation where the American businessman
feels less like an alien than he does in Canada. The converse is, possibly, equally
true. Geographical nearness, the common language, similarity of business prac-
tices, familiar governmental and legal systems, large and inviting markets and
* Member of the New York State Bar; Lecturer, University of Buffalo School of Law.
1. The statistics in this paragraph are collected from U.S. News & World Report (Dec.
19, 1960), One Country that Worries About "Too Many" U.S. Dollars; Lindeman and
Armstrong, Policies and Practices of United States Subsidiaries in Canada (Canadian-
American Committee 1960) p. vii; Statistical Abstract of the United States 1961 (U.S. De-
partment of Commerce) 866-867.
2. Quoted in Lindeman and Armstrong, op. cit. supra note 1 at p. viii. A bill (C-70)
was introduced in The House of Commons of Canada (24th Parl., 4th Sess., 1961) which
would have required foreign-owned corporations to report financial information relating to
their business carried on in Canada. Bill C-70 was not enacted, partly because of objection
to its discrimination against foreign-owned companies. In the current (5th) session of the
House, Bill C-28 has been introduced, applicable to virtually all corporations and requiring
them to report to the Secretary of State amounts paid by them to non-residents during
each fiscal period as dividends, interest, rentals, royalties, management charges and similar
payments. Bill C-28 in short would make available to the Canadian authorities much of the
information which the United States Treasury is beginning to receive with respect
to "foreign controlled corporations" under Int. Rev. Code of 1954, Section 6083, applicable
to taxable years beginning after December 31, 1960.
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a very considerable area of North American free trade-all combine to make
Canada and the United States one another's best customer.8 These historical
facts should have a good deal more to do with the pattern of future Canadian
trade than the impending entry of the United Kingdom into the European
Economic Community, as the following table suggests:
4
Canadian Exports Canadian Imports
(Expressed as a percentage of the total)
1958 1959 1958 1959
United States 59.2 62.1 68.8 67.7
U.K. & Commonwealth 21.8 20.9 14.3 14.9
The foregoing figures do not tell the whole story because Canada has for many
years enjoyed a favorable trade balance with the United Kingdom and the
Commonwealth and an unfavorable trade balance with the United States. None-
theless, as Western Europe hopefully advances toward economic and even
political unity, the economic integration of North America should become more
rather than less complete.5
Accordingly, this seems an appropriate time to review the major choices
of Canadian-American tax planning. This paper is intended as a teaching
article for readers who do not venture very often into the tax law affecting
international transactions-an area from whose secrets and rewards no business
lawyer need consider himself excluded.
I. A GLANCE AT THE TREATY
The starting point-and the ending point for many small traders-must
be Article I of the United States-Canada Income Tax Convention (hereinafter
called the "Treaty"):
An enterprise of one of the contracting States is not subject to
taxation by the other contracting State in respect of its industrial
and commercial profits except in respect of such profits allocable in
accordance with the Articles of this Convention to its permanent estab-
lishment in the latter State.6
3. Canada enjoys freer access to the United States market than does any other major
trading area except South America. In 1959, 56.4% and in 1960, 58.6%' of imports from
Canada entered this country duty-free. And in 1959 the average rate of duty on dutiable
imports from Canada was only 6.17%, compared with 14.155 for Europe as a whole and
14.72% for Asia as a whole. Statistical Abstract, op. cit. supra note 1 at 901-2. In the period
1956-58 approximately 39% of United States exports to Canada were admitted duty free;
during the same period the average rate of Canadian duty on dutiable imports from the
United States was less than 17%. Canada Year Book 1960 (Dominion Bureau of Statistics)
1009-11.
4. Canada Year Book 1960, op. cit. supra note 3 at 995.
5. Cf. Donald M. Fleming, Canada's Minister of Finance, describing a North Ameri-
can customs union as "in no sense a practical proposal." N.Y. Times, Feb. 15, 1961, p. 57.
6. Complementary to Art. I are Arts. VIII and XIII-C, respectively exempting from
taxation by one of the contracting states capital gains and certain royalties received by a
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The key phrase "permanent establishment" is defined in paragraph 3 (f) of the
accompanying protocol as including
branches, mines and oil wells, farm, timber lands, plantations, factories,
workshops, warehouses, offices, agencies and other fixed places of busi-
ness of an enterprise, but does not include a subsidiary corporation.
The use of substantial equipment or machinery within one of the con-
tracting States at any time in any taxable year by an enterprise of the
other contracting State shall constitute a permanent establishment of
such enterprise in the former State for such taxable year.
When an enterprise of one of the contracting States carries on
business in the other contracting State through an employee or agent
established there, who has general authority to contract for his em-
ployer or principal or has a stock of merchandise from which he regu-
larly fills orders which he receives, such enterprise shall be deemed to
have a permanent establishment in the latter State.
The fact that an enterprise of one of the contracting States has
business dealings in the other contracting State through a commission
agent, broker or other independent agent or maintains therein an office
used solely for the purchase of merchandise shall not be held to mean
that such enterprise has a permanent establishment in the latter State.7
In view of this language of the protocol, exporters dare not go very far in
establishing contacts with the importing country if they are to avoid taxation
of their "industrial and commercial profits" derived from that country. Article
I of the Treaty was intended to exempt mail order and catalogue sales and
those effected by a broker having no general authority to contract for his
principal and no stock of merchandise from which orders are regularly filled.
The foreign representative must be clad in the magic garb of an "independent
agent" and not in the dress of a simple "distributor" 8 or "partner"9 whose own
office or establishment in the importing country could be imputed to his prin-
cipal abroad.
If it is clear that the foreign representative has no authority to contract
for the exporter, a fair amount of activity may be permitted without giving
rise to a "permanent establishment." For example, in American Wheelabrator
resident or corporation or other entity of the other state having no "permanent establish-
ment" in the former state. Canada, of course, imposes no tax on capital gains except where
they are considered income from carrying on business (CCH Canadian Tax Reporter,
ffff 10-348 et seq.), a distinction which has been as much litigated as any other question
arising under the Income Tax Act.
7. Protocol to the United States-Canada Income Tax Convention, 1942.
8. E.g., Rev. Rul. 55-282, 1955-1 Cum. Bull. 634; Handfield v. Commissioner, 23 T.C.
633 (1955) (picture postal cards manufactured in Canada by a Canadian resident and dis-
tributed in the United States by the American News Company, which had general authority
to enter into sales contracts and maintained a stock of merchandise in this country; held,
a "permanent establishment" here).
9. IV. C. Johnston, 24 T.C. 920 (1955); No. 630 v. Minister of National Revenue,
59 D.T.C. 300 (Tax Appeal Board 1959), in which the Tax Appeal Board asked (p. 302):
A partnership not being a separate entity, as has just been shown, how can it have
a permanent establishment that is not, at the same time, the like establishment of
the several partners?
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& Equipment Corporation v. Minister of National Revenue,10 a United States
company selling abrasives in Canada hired an engineer there who consulted
with potential customers. The information obtained by him was forwarded to
the home office in the United States from which sales were actually negotiated.
The engineer also supervised installations. He received a salary and commis-
sions and was furnished an assistant. Sales outside his territory were handled
by engineers sent over from the United States. The United States company
maintained no office or stock of merchandise in Canada. On these facts it was
held that the company did not have a "permanent establishment" in Canada
within the meaning of Article I of the Treaty.
Without denying the importance of the sort of long distance selling il-
lustrated by the American Wheelabrator case, most United States businesses
desiring to exploit the Canadian market to the fullest extent have found it
necessary to forego total exemption from Canadian taxes and to establish a
branch (clearly a permanent establishment) in Canada, or to do business there
through a subsidiary corporation which, whether organized or merely qualified
in Canada, is taxable there on its income from Canadian sources. Before this
choice-branch or subsidiary, domestic or foreign-can intelligently be made,
it is necessary to review the basic principles and rates of Canadian income
taxation.
I. A CoMPAMSON oF THE Two SYsTEMs
The fundamental tests of income tax liability in Canada are residence of
individuals and corporations and source of income. The Dominion income tax
is imposed on the world income of resident taxpayers and on the Canadian in-
come only of non-residents.11 This approach contrasts somewhat with that of
10. 51 D.T.C. 285 (Tax Appeal Board 1951); see also Rev. Rul. 56-594, 1956-2 Cum.
Bull. 1126, decided under the comparable provision of the British treaty (orders solicited
in United States by bona fide commission agent, accepted and shipped from England; small
stock of merchandise maintained in New York warehouse to fill urgent orders; held, not a
"permanent establishment").
11. Income Tax Act § 2 provides in part as follows:
(1) Residents. An income tax shall be paid as hereinafter required upon the taxable
income for each taxation year of every person resident in Canada at any time in the
year.
(2) Non-residents employed or carrying on business in Canada. Where a person
who is not taxable under subsection (1) for a taxation year
(a) was employed in Canada at any time in the year, or
(b) carried on business in Canada at any time in the year,
an income tax shall be paid as hereinafter required upon his taxable income earned
in Canada for the year determined in accordance with Division D.
Note that non-residents employed or carrying on business in Canada are taxable on
their "taxable [i.e., net] income earned in Canada" at the same rates which are applicable
to residents. As to non-"earned" income, e.g., dividends, interest, rents, royalties, etc.,
Canada relies on a flat 15% withholding tax on the gross amount of all such payments to
non-residents. Income Tax Act § 106.
Although this paper is chiefly concerned with corporate tax problems, some mention
should be made of the problem confronting an individual who contemplates residence in
Canada. Such residence would subject him to Canadian tax on his world income. At first
glance the Canadian rates seem lower than the United States rates since the former begin
at 11% of taxable income not in excess of $1,000 (Income Tax Act § 32). However, there
is no privilege of filing a joint return in the accepted sense, and the allowable deductions
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the Internal Revenue Code of 1954, which distinguishes first according to the
nationality of the taxpayer, United States citizens and domestic corporations
(whether resident or non-resident) being, with rare exceptions, taxed on their
world income,'2 and aliens and foreign corporations being taxed according to
whether they are residents or non-residents of the United States. 3 Thus the
first question in the United States is nationality, the second is residence, and
the third is source of income. In Canada the only questions are residence and
-as to non-resident taxpayers-source of income.
Furthermore, the concept of corporate "residence" differs in the two coun-
tries. For United States tax purposes a Canadian or other foreign corporation
is considered a resident of the United States only if it is "engaged in trade or
business within the United States .... '1.4 Canada, on the other hand, follows
the curious British notion that a corporation resides where its brains are-mi.e.,
at the place where its central management and control are exercised.15 Thus a
corporation organized in Canada but managed from abroad is generally con-
sidered a "non-resident" of Canada, taxable only on its income from Canadian
sources.16 This raises obvious possibilities for using Canada as.a "base country"
and for shifting the situs of taxation by providing for non-resident management
and exercise of the formalities of corporate control outside the Dominion.
In partial frustration of these possibilities the Income Tax Act has been
amended for 1962 and subsequent taxation years by the addition of Section
139(4a):
For the purposes of this Act, a corporation incorporated in Canada
are quite meagre. Note particularly that no deduction is allowable for interest, except
interest paid on indebtedness incurred for the purpose of earning income from a business or
property (Section 11(1)(c)), and that there is no provision for deduction of taxes, except
as a business expense. The optional standard deduction is virtually worthless, being limited
to $100 (Section 27(1) (ca)). These limitations frequently mean that an American, particu-
larly one with high earning power, will carry a heavier income tax burden if he resides in
Canada than if he resides in the United States. Canadian residence may also create a
serious estate tax problem in many cases: Section 3(1) of the Canadian Estate Tax Act
taxes the aggregate value of all property, wherever situated, passing on the death of a
person domiciled in Canada; there is no marital deduction, nor are attorneys' fees and
certain administration expenses deductible (section 5(b)).
12. Int. Rev. Code of 1954, §§ 1, 11.
13. See, e.g., Int. Rev. Code of 1954, Section 881 which imposes a flat 30% tax on the
gross amount of certain types of income from United States sources "of every foreign
corporation not engaged in trade or business within the United States," and Section 882
which taxes at the regular 30% and 52% rates the net income from United States sources
of every "foreign corporation engaged in trade or business within the United States . . "
14. Ibid.
15. See the decision of the House of Lords in Unit Construction Co. Limited v. Bullock,
[1960] A.C. 351.
16. In Yamaska Steamship Company Limited v. Minister of National Revenue, 61
D.T.C. 716 (Tax Appeal Board 1961), the appellant company was incorporated in Canada
and had Canadian directors. However, the controlling shareholder, a resident of London,
England, made all the decisions concerning corporate policy. The company's sole asset was
a ship used in the African trade and which rarely called at Canadian ports. Earnings from
this traffic were deposited in Canada. Held, the company was a non-resident of Canada and
did not carry on business there. Accordingly, no Canadian income tax was payable. Income
Tax Act § 2(2).
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shall be deemed to have been resident in Canada throughout a taxation
year if it carried on business in Canada at any time in the year.
Hereafter, a corporation described in Section 139(4a) will be taxed on its
world income and not simply on its income derived from carrying on business
in Canada. A further serious consequence of this section is that interest and
dividends paid by such a corporation to non-residents will be subject to the
15% Canadian withholding tax, which is imposed on certain amounts paid by
residents of Canada to non-residents but does not apply to payments by one
non-resident to another.
17
The rates of income taxation imposed by Canada' 8 and the United States10
with respect to resident corporations are as follows:
Normal Surtax Value of Surtax
Tax Surtax Exemption Exemption
Canada 21% 29% $35,000 $10,150
United States 30% 22% $25,000 $ 5,500
17. Income Tax Act § 106(1).
18. Income Tax Act § 39. The rates given for Canada include the additional 3% tax
imposed under the Old Age Security Act, R.S.C. 1952, c.200, which is collected under the
Income Tax Act.
Prior to March 31, 1962 the Federal-Provincial Tax-Sharing Arrangements were in
effect. Under these arrangements the provinces generally "rented" the collection of their
income taxes to the federal government. Only Ontario and Quebec declined to sign the
tax-sharing agreements and imposed their own corporate income taxes at the rates of 119
and 12%, respectively. Since Income Tax Act, Section 40(1) (prior to its amendment by
L. 1961, c.49, § 19(1)) granted a 9% federal tax credit with respect to the taxable income
from Ontario sources and 10% with respect to the taxable income from Quebec sources,
corporations carrying on business in those provinces have been paying a net additional
tax of 2%, increasing the total federal-provincial tax rate to a maximum of 52%.
For 1962 and subsequent taxation years, however, the tax-sharing agreement has been
scrapped, and the provinces will levy their own individual and/or corporation taxes, al-
though a single return may suffice and the federal government may continue to act as
collecting agent. The federal minister of finance has announced that legislation will be
sought for a 9% reduction of the federal rates applicable to corporations from 21% to 12%
of the first $35,000 and from 50% to 41% of the excess (including the 3% Old Age Security
Tax). The total corporate (or individual) tax payable to federal and provincial governments
cannot be known until the provinces introduce their own legislation. Presumably most or
all of them will impose corporate taxes at least equal to the federal reduction (9%), and
Ontario and Quebec will continue levying at 117 and 12%, respectively, so that there will
be no reduction in the over-all rates of Canadian corporate income tax. See, generally, CCII
Canadian Tax Reporter, ff 86-542.
This reduction in the federal rates and the imposition of new income taxes by the
provinces should not have serious implications for United States corporations doing business
in Canada. Unless the new provincial rates exceed the federal reduction, the over-all tax
burden will not be increased. Both the federal and the provincial taxes will qualify for the
foreign tax credit. Although Int. Rev. Code of 1954, Section 901(b) (1) allows a credit for
"the amount of any income, war profits, and excess profits taxes paid or accrued during the
taxable year to any foreign country," Reg. Section 1.901-2(b) defines "foreign country" as
"any foreign state or political subdivision thereof, or any foreign political entity, which levies
and collects income, war profits, or excess profits taxes." The United States Treasury has
ruled that the taxes imposed by the Ontario Corporations Tax Act (G.C.M. 18182, 1937-1
Cum. Bull. 149), the Quebec Corporation Tax Act (I.T. 4083, 1952-1 Cum. Bull. 88) and
the Old Age Security Act (I.T. 4090, 1952-2 Cum. Bull. 139) all qualify for the foreign tax
credit. The Ontario and Quebec taxes presumably qualify only so far as based on income,
and not as to the secondary taxes based on capital stock or places of business.
19. Int. Rev. Code of 1954, § 11.
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Although the rates are certainly comparable on both sides of the border, the
basic Canadian rate (21% of $35,000) is somewhat less than the basic United
States rate (30% of $25,000). Accordingly, the value of one Canadian surtax
exemption is $10,150 (29% of $35,000); whereas, the value of one United
States surtax exemption is only $5,500 (22% of $25,000). These exemptions
from surtax are one reason why many United States companies use a subsidiary
corporation, particularly a Canadian subsidiary, to transact business in Canada.
The value of such surtax exemptions is apparent from Case I and Case II,
which assume an international operation realizing $50,000 of net income from
United States sources and an equal sum from Canadian sources, carried on by
a United States corporation and its wholly owned Canadian subsidiary (Case I)
and by the United States corporation operating in Canada through a division
or a branch (Case II):
CASE I
Use of Canadian Subsidiary
Canadian income $50,000
X Peak Canadian rate 50%
25,000
Less value surtax exemption - 10,150
Canadian (federal) tax $14,850
United States income $50,000
X Peak United States rate 52%
26,000
Less value surtax exemption -5,500
United States (federal) tax 20,500
Plus Canadian tax 14,850
Total United States and Canadian taxes $35,350
CASE II
Canadian Branch Operation
United States tax on $100,000 before foreign tax credit $46,500
Less foreign tax credit (see Case I) 14,850
United States (federal) tax after credit 31,650
Plus Canadian tax (Case I) 14,850
Total United States and Canadian taxes $46,500
It will be noted that the total tax bill in Case II exceeds the total tax bill in
Case I by $11,150, which is the exact value of one Canadian surtax exemption
($10,150) plus 2% (the difference between the peak brackets) of $50,000 of
Canadian income, or $1,000.
But the difference is often greater than this. As part of its program of
gently disciplining American business in Canada, the Canadian government has
recently enacted Section 110B of the Income Tax Act, applicable to 1961 and
315
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subsequent taxation years,2 0 imposing upon every non-resident corporation
carrying on business in Canada at any time during the year a special tax equal
to 157 of (1) its taxable income earned in Canada during such year, less (2)
all Dominion and provincial taxes imposed on such income and "such amount
as an allowance in respect of net increases in its capital investment in property
in Canada as is allowed by regulation.12 1 The reason advanced by the Canadian
government for this measure was that it was necessary to complement the 15%
withholding tax on dividends and interest remitted to non-residents32 It would
make no sense to tax the repatriation of the earnings of Canadian subsidiaries
of United States corporations, and at the same time permit the net profits
attributable to Canadian branches of United States companies to move freely
southward. However, the attempt to correct One disparity led to another: the
withholding tax on dividends and interest is imposed on amounts paid or credited
to non-residents, whereas the 15% additional tax on the after-tax income of a
branch or non-resident subsidiary corporation is imposed whether such income
is exported or not. The tax is, in effect, an additional tax on the income of the
current year.2 3
How much is this additional tax? Ignoring for the moment the allowance
for net increases in capital investment in Canada, the tax is simply 15% of
the after-tax income from Canadian sources. Since the peak Canadian tax
bracket is 50%, the additional tax cannot be less than 7Y2 7 of branch or non-
resident subsidiary income,2 4 producing a total tax burden of 57322o. But the
foreign tax credit available on the United States return of a United States com-
pany doing business in Canada cannot exceed the United States rate of tax
applied to the foreign income 2 5 Therefore, the new Section 110B tax for many
non-resident companies will represent a net unrecoverable tax increase of 52 %o.
The Canadian Minister of Finance, in explaining his budget proposals, cor-
rectly stated in the House of Commons:
20. There is a hiatus between Section 110B (applicable to 1961 and subsequent years)
and Section 130(4a), pp. 313-314, supra (applicable to 1962 and subsequent years): a corpora-
tion is subject to the Section 110B "supertax" for 1961 even though under Section 139(4a) it
is deemed a "resident" of Canada for 1962 and thereafter.
21. See Reg. 808, published October 25, 1961. Section 110B(2) exempts from the
special 15% tax a corporation whose principal business is communications or the trans-
portation of persons or goods.
22. See budget message of Donald M. Fleming, Minister of Finance, 105 House of
Commons Debates, No. 24, 1010-11, Dec. 20, 1960.
23. This seems a sufficient answer to the following question: Does the Section 110B
tax offend Art. XIII of the Treaty, which exempts corporations organized under the laws
of one state and majority-owned by individual residents of that state from any taxes im-
posed by the other state "in the nature of undistributed profits tax on undistributed profits
of the corporation with respect to accumulated or undistributed earnings, profits, income,
or surplus of such corporations?" Art. XIII was apparently intended to exempt Canadian
corporations from the accumulated earnings tax imposed by Int. Rev. Code of 1954, Sec-
tion 531. Canada imposes no such tax on accumulated earnings. The tax imposed by Sec-
tion 11OB(1) is not a tax "with respect to accumulated or undistributed earnings" but is
an additional tax on the current year's earnings whether they are distributed or not.
24. Except in provinces, such as Ontario and Quebec, where the provincial tax rate
exceeds 9%, producing a combined Dominion-provincial rate greater than 50%.
25. Int. Rev. Code of 1954, § 904(a) (1).
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It is to be expected that where branches are affected by this tax de-
cisions will be made in many cases to incorporate companies in
Canada.2 6
The preceding suggests definite advantages to a subsidiary as opposed to
a branch operation in Canada. 27 If a subsidiary is chosen, there are good rea-
sons for using a Canadian rather than a domestic one. To be sure, the latter
might qualify as a "Western Hemisphere trade corporation," taxed in the
United States at only 38% on its income from Canadian sources in excess of
$25,000.28 However, the same income would be taxed in Canada at 50% plus
15% on the balance, so that the reduction in United States tax would accom-
plish nothing. The use of a Canadian subsidiary, on the other hand, would
permit deferment of the 15% supertax until the earnings were repatriated,
would entirely defer United States tax on the Canadian income until such
repatriation, 2  and would permit the accumulation of such income-after tax
at the lower Canadian rates-in Canada without risk of accumulated earnings
tax.30 In addition, there are obvious public relations advantages in "going
Canadian."
Conversely, Canadian corporations will often find it desirable to carry on
business in the United States through a separate corporation qualified or, more
likely, organized here. One reason for use of a United States subsidiary by a
Canadian parent is the ease with which the former's earnings can be returned
to Canada. Section 28(1) of the Income Tax Act provides:
Where a corporation in a taxation year received a dividend from a
corporation that ...
26. Fleming, supra note 22 at 1011.
27. There are, of course, cases in which a branch operation would be preferable. The
United States owner of Canadian oil or mineral reserves will not receive the benefit of a
depletion allowance under Int. Rev. Code of 1954, Section 611 unless the foreign operation
is carried on directly as a branch of the United States company. Also, where losses are antici-
pated in the early years of a foreign venture, branch operation insures the full availability
of those losses on the United States return. Similarly, Canadians doing business in the
United States will generally prefer not to incorporate where losses are expected.
Usually a foreign corporation is not an "includible corporation" and may not file
a consolidated return with its United States parent. Int. Rev. Code of 1954, § 1504(b).
However, Section 1504(d) provides that a wholly owned canadian (or Mexican) cor-
poration organized and "maintained solely for the purpose of complying with the laws
of such country as to title and operation of property," may at the option of the United
States parent be treated as a domestic corporation for purposes of filing a consolidated
return. See, also, Reg. § 1.1502-2(b)(3) and Rev. Rul. 55-372, 1955-1 Cum. Bull. 339.
Generally Canadian law does not exclude foreign corporations from the ownership and
operation of property, although licenses in mortmain may be required. However, there are
certain undertakings of a public service nature for which local incorporation is required. See,
for example, Canada Shipping Act §§ 6(d), 671(2).
28. Int. Rev. Code of 1954, §§ 921-922.
29. This of course refers to existing law. In his Message on Taxation, April 20, 1961,
President Kennedy proposed legislation "which would . . . tax each year American corpora-
tions on their current share of the undistributed profits realized in that year by subsidiary
corporations organized in economically advanced countries." The House Ways and Means
Committee deferred action on the President's "tax haven" proposals until 1962.
30. Reg. § 1.532-1(c) provides that foreign corporations are subject to the accumulated
earnings tax only with respect to their income from United States sources. But see infra
note 52.
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(d) was a non-resident corporation more than 25% of the issued
share capital of which (having full voting rights under all cir-
cumstances) belonged to the receiving corporation,...
an amount equal to the dividend minus any amount deducted under
subsection (2) of section 11 in computing the receiving corporation's
income may be deducted from the income of that corporation for the
year for the purpose of determining its taxable income.3'
This deduction, often referred to as a 100% dividends received deduction,
enables a Canadian corporation to recover the earnings of its United States
subsidiary without incurring tax on the inter-corporate dividend other than
the 15% withholding tax.32 It would be too much to ask that this withholding
tax qualify for the foreign tax credit on the parent's Canadian return. It defi-
nitely does not because the income itself is exempt from Canadian tax, and
there is no credit with respect to tax-free income.83 A comparison of (1) the
100% dividends received deduction available to the Canadian parent of a
United States subsidiary, without any foreign tax credit, and (2) the total lack
of a dividends received deduction for the United States parent of a Canadian
subsidiary, but with the benefit of the foreign tax credit, will disclose that the
Canadian parent was at least as seriously affected as the United States parent
when on December 20, 1960, the Canadian government increased the rate of
withholding on dividends paid to non-resident corporations from 5% to the
full 15% permitted by Article XI(1) of the Treaty.
III. THE CHANGE IN THE TREATY
The Treaty fixes at 15% the rate of tax imposed by either contracting
state in respect of non-earned income (e.g., dividends, interest, rents and
royalties) received from sources therein by individuals residing, or corporations
organized, in the other state and not having a "permanent establishment" in
the former state.34 As originally proclaimed, the Treaty35 reduced this standard
15% withholding rate to 5% with respect to dividends paid by a subsidiary
corporation organized under the laws of either state to its parent corporation
31. The Internal Revenue Code contains no comparable provision, the 85% dividends
received deduction granted by Section 243 applying only to dividends from domestic cor-
porations.
32. Treaty, Art. XI(1); Int. Rev. Code of 1954, § 881.
33. Income Tax Act § 41(1)(a); cf. Interprovincial Pipe Line Company v. The
Minister of National Revenue, [1959] C.L.R. 763: Interprovincial, a Canadian pipe line
company, operated its United States line by a wholly owned Delaware subsidiary (Lake-
head). Interprovincial raised all the capital necessary to construct the United States line,
chiefly by selling bonds to the public, and Lakehead borrowed its required funds from
Interprovincial. Interest paid by Lakehead to Interprovincial was subjected to the 15%
withholding tax in the United States. The Minister of National Revenue ruled that Inter-
provincial was not entitled to a foreign tax credit under Section 41(1) because it had paid
interest on its own bonds in an amount not less than its interest receipts from Lakehead and,
therefore, had no "income" (i.e., "profit") from United States sources. Held, reversed and
credit allowed. In part the court relied on Art. XV(1) of the Treaty, requiring relief from
double taxation. The case is noted in 37 Can. B. Rev. 625 (1959).
34. Art. XI(1).
35. Art. XI(2).
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in the other state,36 but further provided that the reduction could be terminated
by either state without notice to the other, simply by imposing a tax in excess
of 50.37 Canada has done precisely that: with respect to dividends paid after
December 20, 1960, the rate of withholding shall be 15%.
38
Section 106 of the Income Tax Act imposes a 15%o withholding tax on
every amount paid or credited by a person resident in Canada to a person non-
f'esident therein as dividends,39 interest,"0 rents and royalties4 ' and several other
specified sorts of income. This is the Canadian counterpart of Sections 871
and 881 of the Internal Revenue Code which, except as modified by many in-
come tax conventions to which the United States is a party, imposes a flat 30%
withholding tax on the amount received from United States sources by every
non-resident alien individual or foreign corporation not engaged in trade or
business within the United States, as "interest . . . , dividends, rents, salaries,
wages, premiums, annuities, compensations, remunerations, emoluments, or
other fixed or determinable annual or periodical gains, profits, and income.. .. "
Since each country imposes a flat withholding tax on the gross42 amounts re-
ceived by non-residents as investment income from sources within the country,
while taxing at the higher graduated rates the net 43 income of a business carried
on there, an enterprise of one country must decide whether it is possible and,
if so, whether it is preferable to carry on business in the other country or to
realize investment income (such as license royalties) therefrom. The latter
choice results in taxation at a lower rate on the gross income. The former
choice results in taxation at a higher rate on the net income, and may be
preferable whenever foreign operating costs are high.
36. Until 1956 the reduced rate was'applicable only to dividends paid by a 95% owned
subsidiary to its foreign parent (Art. XI(2) of the Treaty and par. 6 of the protocol prior
to their amendment by Art. I(d) of the supplementary agreement signed August 8, 1956).
This requirement of 95% ownership may have had something to do with the failure of
many United States corporations to open up their Canadian subsidiaries to equity participa-
tion by Canadian investors. The supplementary agreement signed in 1956 reduced the 95%
requirement to 51%. Whether this was followed by any significant "unlocking" of Canadian
subsidiaries may be doubtful, but whatever incentive the 1956 amendment may have sup-
plied in that direction has been removed by the abolition of the 5% rate.
37. Art. XI(3).
38. L. 1961, c.17, § 10, imposing a 15% tax "notwithstanding" anything in the Treaty
or protocol. This statute abrogated former paragraph (2) of Art. XI and subjected all
dividends from a Canadian to a United States corporation, and vice versa, to the "standard"
15% rate imposed by Art. XI(1) on non-earned income.
39. Except certain dividends paid by a "non-resident-owned investment corporation"
(Section 70) or by a "personal corporation" (Section 67).
40. Except interest paid by a "non-resident-owned investment corporation" and "in-
terest payable in a currency other than Canadian currency to a person with whom the
payer is dealing at arm's length . . . ." Income Tax Act § 106(1) (b) (i), (iii). This latter
exception is explained by a prominent Canadian practitioner as enabling a Canadian cor-
poration to borrow money abroad in foreign funds without subjecting the foreign lender
to withholding tax on the interest. See McDonald, The Formation and Operation of Foreign
Subsidiaries and Branches, Including the Extent to which Foreign Subsidiaries Are Entitled
to Special Treatment under the Law of Their Incorporation or under International Law,
Part II, Canada, 16 Bus. Law. 416, 439, n.6 (1961).
41. Except copyright (but not patent) royalties. Income Tax Act § 106(1) (d).
42. See, e.g., Reg. § 1.882-3(a).
43. See, e.g., Reg. § 1.882-3(b).
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Until Canada's unilateral modification of the Treaty, a United States
parent corporation was assured that the earnings of its wholly owned Canadian
subsidiary could be repatriated at a maximum Canadian (federal) tax cost of
52%%: 50o on the net earnings (ignoring the surtax exemption) and 5% on
the after-tax earnings available for a dividend, or 231 %. This combined income
and withholding tax was only Y % in excess of the peak United States rate
and was, therefore, recoverable virtually in full as a foreign tax credit on the
United States return.44 However, in view of the 15' withholding tax on
dividends, the tax cost of repatriating Canadian earnings may now be as high
as 57Y2%: 50% on the net income (again ignoring the surtax exemption), and
15% on the remaining 50%o, or 7Y2%. This is serious because the foreign tax
credit available on the United States return may not exceed the United States
tax rate applied to the foreign income.46 Accordingly, United States companies
with Canadian subsidiaries are now faced for the first time with a net, un-
recoverable tax increase which may approach 5%. The consequences to many
Canadian companies with important subsidiaries organized in the United States
may be equally or more serious. The reason is, as noted above, that Canadian
parents are allowed a 100% deduction for dividends received from their 25%
owned foreign subsidiaries but are denied any foreign tax credit in respect of
such dividends. In many cases the lower Canadian rates will reduce the average
rate of Canadian tax on the earnings of the Canadian subsidiary of a United
States parent considerably below 52%, so that part of the increase in with-
holding tax may be absorbed by the foreign tax credit available to the United
States parent. Since Canadian parents receive no foreign tax credit with respect
to tax-exempt dividends from their United States subsidiaries, they have not
the same opportiunity to absorb part of the increase.46
There are, of course, other ways of recovering foreign earnings than by the
payment of dividends. Just as United States shareholders in closely held domes-
tic corporations often prefer-within the limits set by such statutory doctrines as
"reasonableness" and such judicially developed notions as "thin incorporation"-
to realize on their investments in the form of salaries or interest, rather than by
declaring dividends subject to double taxation, so there may now be greater
incentive than before for United States parent companies to recover Canadian
earnings in the form of interest or royalties or similar non-dividend payments.
Such payments are subject to the 15 % Canadian withholding tax, but by affording
the subsidiary a deduction on its Canadian return, they serve to control the over-
all rate of Canadian taxation so that it does not exceed 52%. The effect of such
international "thin incorporation" is shown by the following examples, in
which it is assumed that a United States corporation contemplates an additional
investment of $100,000 in its Canadian subsidiary, expected to return 10%.
44. Int. Rev. Code of 1994, §§ 901-902.
45. Int. Rev. Code of 1954, § 904.
46. Cf. the illustrative computations by Nankivell, Our Firms Hit Harder by Tax, The
Financial Post, January 21, 1961.
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Case III assumes that the entire $100,000 will be invested in stock. Case IV
assumes that $50,000 will be invested in additional stock and the remaining
$50,000 in a 6% debenture.
CASE III
All Stock
Canadian earnings before tax $10,000
Less Canadian tax 5,000
Earnings available for dividend 5,000
Less 15% 750
Net dividend to United States company $ 4,250*
* No United States tax payable after foreign tax credit.
CASE IV
Part Stock-Part Debenture
Canadian earnings before interest and tax $10,000
Less 6%o interest on $50,000 3,000
Canadian earnings before tax 7,000
Less Canadian tax 3,500




Net dividend and interest to United States company 5,525
Less United States tax before credit (52%o of $6,500) 3,380
2,145
Plus foreign tax credit 2,725*
Net to United States company after all taxes $ 4,870
* 35/70 X Canadian tax ($3500), or $1,750, plus 15% withheld ($975).
The net amount received by the American company after all taxes in Case IV
is $620 more than in Case III. This tax saving is the result of creating an
interest deduction on the Canadian return so that the effective rate of Canadian
tax on the $10,000 of "profit" is reduced from 57Yo (Case III) to less than
52%. There should be comparable savings to Canadian parents of United
States subsidiaries.
IV. AN OPERATING PROBLEM
It must not be assumed, however, that the taxing authorities in either the
United States or Canada are any more tolerant of "thin" corporations or sham
transactions in the international field than they are at home.47 They un-
47. Cf. Reiss v. Minister of National Revenue, 61 D.T.C. 604, 693 (Tax Appeal Board
1961), in which one of three equal shareholders of a Canadian corporation was a United
States resident. Held, payments by the company to its shareholders on $7500 "promissory
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doubtedly have the authority to tax international operations according to their
reality, not their form, and to allocate to each jurisdiction that part of the total
international profit fairly attributable to operations conducted there.48 And the
Treaty requires co-operation and exchange of information between the two
signatories in order to prevent fiscal evasion.
49
With the enactment of Section 6038 of the Internal Revenue Code, ap-
plicable to tax years of domestic corporations beginning after December 31,
1960, this co-operation seems likely to become more effective than ever before.
Section 6038 ("Information with Respect to Certain Foreign Corporations")
and the regulations thereunder require the disclosure on new form 2952 of
transactions between the parent and its controlled foreign subsidiary,50 in-
cluding purchases, compensation for technical and managerial services, com-
missions, rents and royalties, loans, dividends and interest. The regulations also
require the submission of financial statements for the foreign subsidiary. All
of this information must be filed with the domestic corporation's income tax
return. Therefore, beginning in 1962 the Treasury will receive detailed informa-
tion concerning the relations between United States corporations and their
foreign subsidiaries. This information will undoubtedly assist the Treasury in
exercising its power to allocate income and deductions among related taxpayers.
A revigorated attack may be expected on inter-company transactions which are
planned largely for their tax effect. Inter-company sales of inventory at a bar-
gain or at a premium,51 reimbursement of "expenses" not properly chargeable
to the payer, "interest" payments or "returns of capital" which are actually
dividends, rents or royalties or managerial fees or a host of similar payments
which do not reflect arm's-length bargaining between the parties-in short,
every transaction which improperly shifts an item of income or expense from
one taxpayer to another for the purpose of equalizing income or achieving the
notes" held by each of them were not a return of capital but were dividends. Held, further,
the payments to the United States shareholder were subject to 15% withholding.
On February 1, 1962 the House Ways and Means Committee announced its tentative
decision to tax loans by a foreign subsidiary (or foreign grandchild) to the United States
parent as dividends to the extent of the earnings and profits of the foreign subsidiary.
48. See Treaty, Art. III ("Allocation of profits") ; see, also, the United States Treasury's
broad power of allocation under Int. Rev. Code of 1954, Section 482, applicable to two or
more trades or businesses, whether or not organized in the United States, "owned or con-
trolled directly or indirectly by the same interests .. .
49. Arts. XIX-XXI.
50. "Control" is defined by Section 6038(c) as the ownership of more than 50 percent
of the voting stock of the foreign subsidiary or a foreign grandchild. Note that Section 6038
applies only to domestic corporations. Form 2952 need not presently be filed with respect
to foreign corporations controlled by United States individuals, partnerships, estates or
trusts. However, the House Ways and Means Committee Discussion Draft of Revenue Bill
of 1961, issued August 24, 1961, includes a proposal to require the filing of form 2952 by all
"United States persons." For a helpful discussion, see Kanter, Prepare for the New Re-
porting Requirements for Foreign Corporate Operations, 16 J. Taxation 83 (1962).
51. On March 12, 1962 the House Ways and Means Committee approvcd H.R. 10650,
Section 6 of which would amend Int. Rev. Code of 1954, Section 482 to provide a specific
formula allocating the profit from sales between a domestic corporation and a foreign
corporation under common ownership or control according to the ratio of United States
to foreign assets, payroll and selling expenses.
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benefits of a consolidated return-will be closely scrutinized by both govern-
ments.
The proper division of income and expense between related taxpayers de-
pends entirely on the circumstances. What is "fair market value" for purposes
of inter-company sales? Cannot a parent company sell to its foreign sub-
sidiary at less than the price charged to its domestic customers? Does not the
subsidiary relieve its parent of many advertising and distributing costs? How
much additional effort is required of a foreign subsidiary to justify a larger
share of the profits going to it? Questions such as these must be carefully con-
sidered before doubtful inter-company transactions are undertaken. Virtually
all such transactions must now be disclosed on form 2952 and their effect will
be quite plain from the subsidiary's financial statements filed with the form.
V. LIQUIDATING THE SUBSIDLARY
The obvious solution to the 15% dividend withholding tax is simply not
to pay dividends. A frequent purpose of foreign operating subsidiaries is the
possibility they present for accumulating 52 income taxed at a lower foreign
rate and deferring the higher United States tax until the earnings are brought
home, possibly in the form of capital gain.53 The closer the foreign rate of
taxation approaches 52o, however, the less tax deferral is accomplished by such
accumulation of earnings abroad, and the less advantageous it has been-at
least until recently-to repatriate earnings in the form of capital gain.
Section 902 (a) of the Internal Revenue Code permits a domestic corpora-
tion owning at least 10% of the voting stock of a foreign corporation from
which it receives dividends in any taxable year to credit against its United
States tax that part of (1) the foreign tax imposed with respect to the sub-
sidiary's accumulated profits from which the dividends were paid which (2) the
amount of the dividends bears to the amount of such accumulated profits. In
other words, if the foreign subsidiary earns $2,000 and pays thereon $1,000 in
foreign taxes, remitting $500 to its United States parent as a dividend, the
parent has received one fourth of the subsidiary's taxable income and therefore
is deemed to have paid one fourth of the foreign tax, or $250 (the "indirect
credit"). In the Freeport Sulphur54 case the Court of Claims held that the
indirect credit is available only with respect to "dividends" in the usual sense
of that word-that is, those which are taxable as ordinary income under Sec-
tions 301 and 316-and does not apply to liquidating distributions which are
52. But cf. the Ways and Means Committee's tentative decision (February 2, 1962)
to tax as a dividend to the United States parent'unreasonable accumulations of income by
its foreign controlled subsidiary (RR62-9).
53. But cf. the Ways and Means Committee's tentative decision (February 2, 1962) to
tax the United States parent's income on the liquidation of its foreign subsidiary (or the
sale of its stock) as ordinary income to the extent of the subsidiary's earnings and profits
(RR62-9).
54. Freeport Sulphur Company v. United States, 163 F. Supp. 648 (Ct. CI. 1958).
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taxable as capital gains under Section 331. This view has the support of the
standard reference work on the foreign tax credit.5
Assuming that liquidating distributions do not qualify for the "indirect
credit," it is necessary to consider whether the United States parent should re-
cover the earnings of its Canadian subsidiary in the form of dividends-taxable
here at 30% and 527 but with a credit for the foreign taxes paid on the ac-
cumulated earnings from which the dividends are paid-or in the form of a
liquidating distribution which would be taxed as capital gain.r0 Much depends
of course on the parent's basis for its subsidiary's stock and the amount of
unrealized appreciation in the subsidiary's assets. But the Canadian corporate
tax rates are so high, and the "indirect credit" is therefore so important, that
the capital gains course will often if not usually prove the more expensive,5
7
at least if Freeport Sulphur was correctly decided.
However, the United States District Court for the Southern District of
New York has recently held in the Associated Telephone case58 that the "in-
direct credit" is available in case of the liquidation of a foreign subsidiary, even
though the gain on such liquidation is taxed as a capital gain. The Filcrest
Company was the wholly owned Canadian subsidiary of the Associated Tele-
phone system. Upon the liquidation of Filcrest in 1954, Associated received
assets having an aggregate fair market value of $9,575,000. The Canadian in-
come tax authorities determined the amount of Filcrest's undistributed earnings
and profits for Canadian tax purposes to have been approximately $5,667,000,
which was treated as a dividend subject to 5% withholding." There was no
question that Associated was entitled to the "direct credit" for the amount
withheld. Associated then took two apparently inconsistent courses: it first
reported its gain on the liquidation of Filcrest as a long-term capital gain; it
next treated this gain, to the extent of Filcrest's post-1913 earnings and profits
($6,322,000), as a "dividend" within the meaning of Section 902(a) and
claimed an "indirect credit" for the full amount of Canadian (including pro-
vincial) income and excess profits taxes paid thereon ($2,388,000). In a
lengthy opinion which exhaustively analysed the legislative history, the court
held that Associated was entitled to the "indirect credit," finding "no evidence
to indicate that the reduction in the tax rate on capital gains was intended as a
derogation of the foreign tax credits concerned." 60
Accordingly, there is at least some possibility of having one's cake and
eating it too: under the Associated Telegraph case, the subsidiary's surplus
55. Owens, The Foreign Tax Credit (1961), 99-101; see, also, Gibbons, Tax Effects of
Basing International Business Abroad, 69 Harv. L. Rev. 1206, 1213, n.13 (1956).
56. Int. Rev. Code of 1954, § 331(a) (1).
57. Cf. Gibbons, op. cit. supra note 55 at 1214-15.
58. Associated Telephone and Telegraph Company v. United States, 199 F. Supp, 452
(S.D.N.Y. 1961).
59. Income Tax Act § 81.
60. Supra note 58 at 463.
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may be recovered at the capital gain rate, yet with a credit for foreign taxes
paid thereon at ordinary rates.61 However, in the present divided state of the
authorities, anyone trying the Associated Telegraph approach must recognize
that he travels a dangerous path.
We have thus far assumed that the recovery of Canadian earnings by the
United States parent would necessarily involve some tax, either at ordinary
income or capital gains rates and whether with or without the "indirect credit."
There is, however, a possibility that no gain or loss would be recognized be-
cause of the specific provision of Section 332 (a) of the 1954 Code that "No
gain or loss shall be recognized on the receipt by a corporation of property
distributed in complete liquidation of another corporation." However, Section
367, referring specifically to Section 332 and several other sections of the Code,
provides that a foreign corporation shall not be considered as a corporation
unless, before the liquidation, a favorable ruling has been obtained from the
Treasury that the liquidation "is not in pursuance of a plan having as one of
its principal purposes the avoidance of Federal income taxes." Although there
have been very few published rulings under Section 367, it is understood to be
the policy of the Treasury not to grant favorable rulings where the foreign
earnings have never been subject to taxation in the United States or where the
corporate history reveals a definite policy of withholding dividends as part of a
plan contemplating liquidation of the subsidiary at some future time.62 There
may, however, be cases where it can be shown that because of the "indirect
credit" there would have been no United States tax, or a minimal tax, on the
subsidiary's earnings even if they had been regularly returned to this country
as dividends. In such cases liquidation of the subsidiary could hardly be charged
with "having as one of its principal purposes the avoidance of Federal income
taxes."
Sometimes the problem is not to liquidate the foreign subsidiary but to
remove the United States parent, so that the United States individual stock-
holders will directly own the foreign company and may recover its earnings
without the intervention of another taxpayer. One way of doing this may be a
spin-off of the Canadian company. 63 Such a transaction would require not only
a favorable ruling under Section 367 but would also have to satisfy the similar
requirement of Section 355 that the spin-off not have been "used principally
as a device for the distribution of the earnings and profits of the distributing
corporation or the controlled corporation or both. . . ." Another way of ac-
complishing the same result would be a "one month" liquidation of the United
61. Subject of course to the "per country" or "overall" limitation imposed by Int. Rev.
Code of 1954, § 904. Note the inclusion in H.R. 10650, supra note 51, Section 6, of the"grossing up" requirement for computation of the "indirect credit."
62. See the article by Rapp (former chief of the Dividend and Reorganization Branch
of the Tax Rulings Division), Section 367 Rulings, 13 J. Taxation 344, 346 (1960); Phelps,
Organizing Operations Abroad, 19 N.Y.U. Tax Inst. 905, 923 (1961).
63. Int. Rev. Code of 1954, § 355.
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States company 64-a procedure which would not require a favorable advance
ruling.
VI. CANADA AS A "BASE COUNTRY"
The preceding discussion has assumed that the income from the Canadian
operation would be fully subject to taxation in Canada. However, Canada does
offer some possibilities as a "base country": first, for an operating company
carrying on business entirely outside Canada, and second, for an investment
company incorporated in Canada but beneficially owned by non-residents of
that country.6 5
The Income Tax Act entirely exempts so-called "foreign business corpora-
tions" from Canadian (federal) income taxation. A foreign business corpora-
tion is defined as one whose
business operations were of an industrial, mining, commercial, public
utility or public service nature and were carried on entirely outside
Canada ... and [whose] property, except securities and bank deposits,
was situate entirely outside Canada .... 6
The idea undoubtedly was to encourage foreign business undertakings by
Canadians or by Canadian companies. However, the privilege seems to have
been used as much or more by Americans as by Canadians, and in 1959 Parlia-
ment called a halt to the organization of any new foreign business corporations
subsequent to April 9, 1959, pending study of the question by the Department
of Finance.
67
The other section which gives Canada some status as a tax haven country
is Section 70, "Non-Resident-Owned Investment Corporations." An NRO in-
vestment corporation-incorporated in Canada, with at least 95% of the
aggregate values of its issued shares and all of its bonds, debentures and funded
indebtedness beneficially owned by non-residents-is subject to a flat 15%
tax on its "taxable income," computed according to special rules, and is per-
mitted to remit its earnings to non-residents in the form of dividends and in-
terest free of withholding tax.68 Such a corporation, beneficially owned by a
small number of United States citizens or residents, might be attacked as a
foreign personal holding company,69 in which case its current earnings (whether
distributed or not) would be taxable to its United States owners. However, if
the foreign personal holding company problem can be solved, for example,
64. Section 333 provides for limited recognition of the gain realized by each "qualified
electing shareholder" in such cases.
65. See, generally, Gibbons, Tax Factors in Basing Business Abroad (1957), chap. IV.
Note that Canada satisfies the prime requisite of every good "base country": the lack of
an accumulated earnings tax.
66. Section 71.
67. L. 1959, c.45, § 19, adding Section 71(5) to the Income Tax Act. See McDonald,
op. cit. supra note 40 at 436.
68. An NRO investment corporation should be subject to United States tax only on
its income from United States sources. See Rev. Rul. 55-182, 1955-1 Cum. Bull. 77.
69. Int. Rev. Code of 1954, §§ 551-557.
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where there are at least ten United States stockholders, no one of whom owns
more than 10% of the corporation's stock,70 the NRO investment corporation
offers an interesting opportunity for the accumulation of income in a friendly
country at low tax cost.71
Several proposals now before Congress, as well as a few politically attrac-
tive remedies being discussed in Canada, would profoundly alter much of this
paper. If all tax planning is to a degree uncertain, international tax planning is
doubly so. But the American doing business in Canada, as well as the Canadian
doing business in the United States, may at least be assured that he will in
the main be welcomed and fairly treated. World conditions make imperative
continuing friendship and economic ties between the two North American na-
tions. It is hoped that this article (if it does not become obsolete too quickly)
will chart some of the basic tax rules for business lawyers whose contacts with
Canada have not been frequent.
70. Int. Rev. Code of 1954, § 552 (a) (2).
71. Cf. President Kennedy's Message on Taxation, April 20, 1961:
For some years now we have witnessed substantial outflows of capital from the
United States into investment companies created abroad whose principal justifica-
tion lies in the tax benefits which their method of operation produces. I recommend
that these tax benefits be removed and that income derived through such foreign
investment companies be treated in substantially the same way as income from
domestic investment companies.
